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American Institute of Accountants 270 Madison AvenueNew York 16, New YorkDear Sirs:We have a problem pertaining to the audit procedure for a hospital and would appreciate your referring our question to the proper department or committee. We would appreciate at least a preliminary reply by August 3 
***",****,,,**,*>^^**,*,,**,*^~*--,**-«*«MWM*M|*¥<WfM><^  ̂as we must make certain decisions as soon as possible.The fiscal year of the hospital, a non-profit association, endsDecember 31. It maintains three funds: current, plant and buildings, and endowment. The total assets of these funds, after deduction of accumulated depreciation of approximately $1, 000, 000, is about six million dollars. In­cluded in the assets of two of the funds are readily marketable bonds and stocks which have a cost of approximately $2, 000, 000, which also approxi­mates market value, and uninvested cash of about $1, 000, 000. The aggregate of $3, 000, 000 is about one-half of total assets. Income from these invest­ments is about 2% of the hospital’s total income.These investments and the uninvested cash are held by the trust depart­ment of a local bank as trustee for the hospital building and endowment funds. The hospital has the right to examine the securities held by the trustee for the purpose of comparing them with hospital records, but such examinations would not be surprise counts.
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date July 20, 1954
The Investment Committee of the hospital makes the decision, upon advice of an independent investment counselor, as to what securities to buy and sell and so instructs the trustee. These authorizations are recorded in the hospital's minutes.At the end of each month the trustee furnishes the hospital detailed state­ments of principal and income, showing the transactions in each of the various funds, the stocks and bonds purchased or sold, the dividends and interest re­ceived, and a list of the securities held by the trustee at the end of each month.The stock certificate and bond numbers are not. shown on this list. From these monthly statements the hospital records the transactions in its books.Our procedures in examination of these funds have included the following:1. Examining the securities at the office of the trustee as of December 31, and listing complete descriptions and stock certificate and bond numbers.2. Preparing a schedule from the monthly statements furnished to the hospital and listing thereon each security balance in units and amount at the beginning of the year, purchases and sales made during the year, and arriving at the respective balances at December 31.3. The amounts of dividends or interest received from each security are also transcribed from the trustees monthly statements for the purpose
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of verifying this income with published records.4. All principal fund money balances at December 31 of each named security are traced to the hospital records, and, all securities, as examined by us, are compared with the hospital records for certificate numbers, description, number of shares of stock and denominations of bonds. All purchases and sales of securities are traced from the minute book to our lists.In our report we state that in accordance with our client's instructions we did not examine the instruments pertaining to bequests or gifts of securities or cash, nor did we check expenditures from the income of those funds with re­spect to restrictions which may have been included in the instruments.The performance of audit steps numbers 1 and 2 requires a considerable amount of time; in some years as much as fifteen man days.Question:1. Since the trustee handles all of the transactions pertaining to these funds through proper authorization from the hospital officials, is it necessary for us to make a complete transcription of the principal    and income statements as furnished by the trustee in addition to examining the securities at December 31 and carrying out the otherauditing steps enumerated?
page FourTO American Institute of AccountantsDATE  July 20, 1954
2. Can we limit the scope of our audit to the following:(a) A count of the securities as of December 31.(b) Checking our count to the trustee’s statement of securities on hand at December 31 and then to the hospital’s perpetual records as of December 31.(c) Test check, say, one month's transactions in both the principal and income statements furnished by the trustee. Or instead, we might test the recorded income on certain selected securities against our computations of income receivable as determined from published sources.3. If the audit steps outlined in #2 above are too broad or are not broad enough, what procedures would you consider necessary under the facts as outlined?
Our reason for asking these questions stems primarily from resistance on the part of the client to paying us an adequate fee for the examination which we have been conducting. Therefore, we are reexamining all of our procedures to save time wherever possible without impairing the quality of our work.It should be noted that the income from the trust funds constitutes only approximately 2% of the hospital's total income. No procedures are in effect
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at the hospital for checking the income receivable on the securities owned;therefore, we have felt it was incumbent upon us to ascertain that all of theincome receivable was accounted for by the trustee and reported to the hospital.If there is any further information you need in connection with this in­quiry, we shall be pleased to furnish it.Yours very truly,
Your letter to the Institute dated July 20, 1954 has been 
referred to the Technical Information Service for reply.
Taking into account all the facts and circumstances as set 
forth in your letter, it is our opinion that it is unnecessary on 
your part ”to make a complete transcription of the principal and 
income statements as furnished by the trustee." ... We assume the 
latter phrase refers to procedures 2 and 3 as outlined on p.2 of 
your letter. Perhaps we should add here immediately that one qual­
ified person with whom we discussed your letter was of a different 
opinion. He had the feeling such a transcription would be a con­
siderable auditing aid and a very valuable schedule to have in your 
workpapers. Having in mind your objective of “reexamining all of (y)our procedures to save time wherever possible Without impairing 
the quality of (y)our work,” we are inclined to think transcribing 
the principal and income statements involves a duplication of the 
hospital’s recording of the transactions in its books and is not an 
absolute prerequisite to an effective testing of transactions by 
you.
It seems to us that in this phase of the hospital audit, 
there are four principal assurances which you would want to have as a result of your audit procedures: (1) that the trustee is carrying 
out instructions or authorisations of the Investment Committee prop­erly, (2) that the trustee is properly computing and accounting for 
dividends and interest income, (3) that the transactions as Reported 
by the bank are being properly recorded in the hospital’s accounts, and (4) that security holdings per the trustee at the end of the 
year check out with holdings per the hospital’s records.
In our opinion, there would be no violation of auditing stan­
dards if you confined your auditing procedures to
(1) Obtaining directly from the corporate trustee, a certified 
list of securities held by it for the hospital as of December 31,
(12) Checking the certified list of securities on hand at 
December 31 to the hospital’s perpetual records as of that date;
(3) Tracing a number of purchases and sales of securities re­
fleeted in the bank’s detailed statements of principal to the 
hospital’s minutes authorising same; checking a number of other 
purchases and sales of securities from the minute book to the bank's 
statements (a 100% check-out would not appear to be required here; 
however, if transactions in particular securities are numerous, you 
may want to check them out completely);
(4) Test-checking the hospital's recording of transactions 
reported by the trustee;  
(5) Test-checking the recorded income on certain selected 
securities against your own computations of income receivable as de­
termined from published sources.
Despite the fact that "No procedures are in effect at the 
hospital for checking the income receivable on the securities owned,” 
we do not relievo it incumbent on you "to ascertain that all of the 
income receivable was accounted for by the trustee and reported to  
the hospital.” Assuming that prior audit engagements have not 
revealed numerous or serious errors in the computations of the trustee 
which would make you want to check the computations out 100% in order 
to satisfy yourself, it seems to us a substantial test-check of the 
recorded income should suffice. Of course, you should continue to 
make every effort to have some of these computations checked by the 
hospital's employees, if at all feasible. The fact that "income from 
the trust funds constitutes only approximately 2% of the hospital's  
total income" influences our thinking on this point.
Our thinking as to what constitutes a proper audit scope in 
this situation has also been influenced by our perusal of the rather 
comprehensive procedures for auditing "personal trust departments” set 
forth in the NABAC Manual - Bank Accounting, Auditing, and Operation 
(Nat’l Ass’n of Bank Auditors and Comptrollers, Chicago, 1951).
Although the assumption may be unwarranted, we assume that if the 
trustee in your client’s case is a fairly sizeable bank, it is likely 
its internal or external auditors use the NABAC Manual as a guide in 
scrutinizing the performance of its trust department - a factor which 
we believe you might well take into account in considering delimitation 
of the scope of your own audit.
You have undoubtedly observed that, in listing above what we 
consider to be the minimum audit procedures, we have omitted the pro­
cedure employed by you in the past, of examining and listing the secur­
ities at the office of the trustee. On a separate sheet attached to 








"An independent confirmation was obtained from the trustee list­
ing the securities held by it on the balance sheet date. Securities 
purchased but not received on the balance sheet date or sold and not 
delivered on the balance sheet date were verified by independent 
confirmations obtained from brokers, as explained below.
"At the time of the previous examination as of June 30, 1946, the 
investment securities owned were physically inspected and counted  
by our representatives, in addition to being confirmed to us by the 
custodian. As mentioned in the section under the caption 'Survey of 
Internal Control,' the securities at that time were held in custody 
by a Jersey City bank. Inasmuch as they subsequently were transferred to a large New York City trust company and at December 31, 1946 were 
held by such company, as trustee, it was considered that it was un­
necessary to inspect and count the securities. Confirmation of the 
securities by the trustee was considered sufficient independent veri­
fication under the circumstances. It might be noted that this procedure 
is in accordance with the Rules and Regulations of the Securities and 
Exchange Commission which require the physical inspection and counting 
of investment securities of investment companies by independent public 
accountants only when the securities are maintained in the custody of officers or employees of the company.”
(Taken from Case Studies in Auditing Procedure No. 6, A Management - Investment Company of the Open-End Type, 1947, at pp.37-8.)
########
"A member who is presently on our committee on auditing procedure 
recently wrote to me in connection with another situation as follows:
'The next question relates to examinations of pension and similar 
trust funds, the trustees of which are banks or trust companies. Such examinations of these trust funds, by themselves, may be incon­
clusive for the following reasons:
'1. Registered securities are held in the name of a nominee 
and not in the name of the trust to which they belong.
'2. Banks, in the capacity of trustees, sometimes pool the 
holdings of several trusts in one certificate.
'3. Counting the securities of one fund which is administered 
by a trustee without concurrently controlling the securities of 
all other funds which are administered by that trustee is, in 
itself, an inconclusive procedure.
'Despite the above, we prefer to examine the securities which are 
part of a trust fund because we believe that an annual examination 
coupled with tracing changes in the serial numbers of certificates to 
documents in support of recorded transactions is a more satisfactory 
procedure than relying on a confirmation secured from the trustee.
Attachment 2
'The standard practice when securities are not examined, I be­
lieve, is to express an unqualified opinion on the financial state­
ments, provided that the failure to examine the securities is disclosed....’
"On the other hand, another member of our auditing committee in 
the same situation made the following statement: ’In the past 
counsel has held that if a bank is responsible and strong enough 
to make up any liability, confirmation without certificate numbers 
is enough.’ From the context of his statement X gather that he did 
not feel it necessary to disclose the fact that securities in the 
hands of the trust company had not been examined.
“In their textbook entitled ’Auditing’ by Bell and Johns, on 
page 217, the following statement is made which seems very much to 
the point:
’It may be appropriate to mention at this point that there are 
instances in which the client requests the auditor specifically to 
inspect securities in the custody of a corporate fiduciary, or it 
may be required by the by-laws, trust Indenture, or other instrument, 
when it would in fact be more effective to obtain, and rely upon, a 
certified list of the securities held by the custodian. In such in­
stances the auditor should point out to his client that to inspect 
the securities of only one custody account of a corporate fiduciary 
is ineffective from an audit point of view: securities transactions 
for account of all customers may be merged and it is impracticable 
for the auditor to control all departments of the corporate fiduciary 
for the purpose of verifying one account. Under such circumstances 
the auditor should protect himself by obtaining a certified list in the usual manner as a supplement to his inspection,’"
(Excerpt from recent letter by Carman G. Blough to AIA member - 
letter concerned question whether independent auditor is re­
quired to audit a pension trustee’s accounts when pension funds 
of his client are trusteed by a bank of recognised soundness and standing.)
See also under the heading "Securities with Outside Custodians” st p.137 of Montgomery’s Auditing (Ronald Press Co., 1949).
We have for acknowledgment your question with regards to
responsibility for auditing a Trustee’s pension plan activities 
and in this connection you have supplied us with a copy of the 
editorial comment of the magazine "Highlights for the Executive" 
of the National Industrial Conference Board, which states as
follows:
"The treasurer or controller is usually 
responsible for auditing both the company’s 
and the trustee’s pension plan activities. 
The surveillance of the company’s actions is 
usually part of the regular internal audit, 
checked by the customary C.P.A. audit of 
accounts and records.
Since the trust companies’ accounts are checked 
by their own auditors and by bank examiners 
it is not general practice for a company to 
have an independent audit made of the trustee’s 
pension accounts. But some companies do 
exercise annually their right of visit and have 
  their auditors not only check the trustee’s 
 books that relate to their accounts, but also 
verify the existence of the securities in the trustee’s vaults. Those who audit the trustees’ 
books and check on the existence of securities
do so in the belief that they are ultimately 
responsible for the safety of the fund and, there­
fore, must act accordingly."
We have reviewed your question objectively, taking into con­
sideration the situation in your Company and also the bank which is 
Trustee under your Company’s pension plan. We are not in agreement 
with the implications of the National Industrial Conference Board 
that a company or its auditors should check a trustee’s books and 
verify the existence of the securities in the trustee’s vaults. 
In this connection, we can conceive of a situation where the trustee 
was a very small bank and the aggregate value of the securities de­
posited under a plan might exceed the capital and surplus of the 
bank. In such case we would agree with the National Industrial 
Conference Board but these conditions do not prevail in the case of
your Company.
With further regard to the thought contained in the article 
referred to above, you may be interested in the following:
Your plan recognizes three parties to its pension agreement -
1 - The Company
2 - The Trustee
3 - The Committee
It is noted that you participate in two of these groups, first 
in your capacity as Comptroller of the Company, and second in your
capacity as a member of the Committee. We see no harm in this situation 
and on the contrary it might expedite the carrying out of some of the  
following suggestions.
There seem to b 
 of the Committee.
necessary regarding the function
The proper procedures for the Committee would include the 
following:
1 - It should have a copy of the Pension Plan.
2 - It should be notified, preferably by receiving a copy of 
a transmittal letter, of any amounts paid by the Company 
to the Trustee.
3 - It should be notified by the Trustee of the receipt of 
such payments.
4 - It should establish a simple but adequate set of records 
to record all transactions of the fund, including the 
establishment of an investment record in which provision 
should be made for recording income from investments.
5 - The Committee should receive a copy of each report of the 
Trustee and should record exchanges of investments and 
satisfy itself as to the substantial accuracy of the 
sales and purchase prices on the dates of the transactions. 
This information can be obtained from almost any newspaper 
with sufficient accuracy to satisfy the Committee.
6 - The Committee should closely follow the income from in­
vestments and should satisfy itself that each element of 
income is timely received. It is possible for a trustee 
bank to make an error and credit proceeds of coupons or 
dividend checks to the wrong account and the Committee 
would be negligent if it did not bring such error to the 
attention of the Trustee.
7 - If the records are adequate, the Committee should be able 
to effect a complete and satisfactory reconciliation 
of all transactions of the fund between report dates 
and should, of course, pursue diligently any items 
which it cannot reconcile.
8- It would seem advisable for the Committee to discuss 
with the Trustee from time to time (possibly once each 
two or three years) the Trustee’s fundamental policies 
with regard to investments for the pension plan of 
your Company and as to policy regarding uninvested principal 
cash and uninvested income cash.
While it is obvious that the Trustee must be given considerable 
latitude as to the nature of investments and the timing of investments, 
the Committee should be sufficiently familiar with such policies to 
have an informed opinion as to the nature of the fund investments and 
of the amount of uninvested cash and the period of time it remains 
uninvested.
In your capacity as Comptroller of the Company, it appears to 
be your duty to assure yourself that the Committee carries out 
procedures as set forth above. It does not appear necessary for the 
Company’s auditors to audit any of the transactions, although it may 
not be inappropriate for the auditors to inquire as to whether or 
not satisfactory records are maintained and satisfactory procedures 
are applied.
We should be pleased to discuss this matter with you if there 
are any further questions, and furthermore, if requested, will be 
pleased to discuss this matter with the Committee.
Yours very truly,
REPLY: This is in response to your letter of April 5th with respect 
to the auditing of a pension trusteed accounts and the counting of 
securities in his portfolio.
In general, my own views on this matter seem to be very similar 
to your own. I would probably urge such an examination if the trustee 
were an individual, particularly if a corporate official or a committee 
of corporate officers, or a small and not too secure financial institu­
tion. If the trustee were a bank of recognized soundness and standing, 
such as the Chase National Bank in your case, I would not suggest it, 
and would be disposed to oppose Lt. If anything goes wrong in the 
trust department of such a bank, its general assets would prevent any 
loss from falling on the corporation. Nevertheless, in support of the 
transactions of the corporation with the trustee it would, I think, be 
necessary to ask the trustee to confirm the securities in his or its 
possession.
 member who is presently on our committee on auditing pro­
cedure recently wrote to me in connection with another situation as  
follows: ,
'The next question relates to examinations of pension and 
similar trust funds, the trustees of which are banks or trust companies. 
Such examinations of these trust funds, by themselves, may be inconclusive 
for the following reasons:
   '1. Registered securities are held in the name of a nominee 
and not in the name of the trust to which they belong.
'2. Banks, in the capacity of trustees, sometimes pool the 
holdings of several trusts in one certificate.
'3. Counting the securities of one fund which is administered 
by a trustee without concurrently controlling the securities 
of all other funds which are administered by that trustee is, 
in itself, an inconclusive procedure.
April 22, 1954
'Despite the above, we prefer to examine the securities which
are part of a trust fund because we believe that an annual examination 
coupled with tracing changes in the serial numbers of certificates to 
documents in support of recorded transactions is a more satisfactory 
procedure than relying on a confirmation secured from the trustee.
'The standard practice when securities are not examined, I
believe, is to express an unqualified opinion on the financial state­
ments, provided that the failure to examine the securities is dis­
closed....
 "On the other hand, another member of our auditing committeein the same situation made the following statement: 'In the past 
counsel has held that if a bank is responsible and strong enough to make 
up any liability, confirmation without certificate numbers io enough.' 
From the context of his statement I gather that he did not feel it 
necessary to disclose the fact that securities in the hands of the 
trust company had not been examined.
In their textbook entitled "Auditing” by Bell and Johns, on
page 217, the following statement is made which seems very much to the 
point:
 'It may be appropriate to mention at this point that there
are instances in which the client requests the auditor specifically to 
inspect securities in the custody of a corporate fiduciary, or it may 
be required by the by-laws, trust indenture, or other instrument, when 
it would in fact be more effective to obtain, and rely upon, a certified 
list of the securities held by the custodian. In such instances the 
auditor should point out to his client that to inspect the securities 
of only one custody account of a corporate fiduciary is ineffective from 
an audit point of view: securities transactions for account of all 
customers may be merged and it is impracticable for the auditor to 
control all departments of the corporate fiduciary for the purpose of 
verifying one account. Under such circumstances the auditor should 
protect himself by obtaining a certified list in the usual manner as 
a supplement to his inspection.' "
It seems to mo, that one of the responsibilities of a comptroll
of a corporation is to keep complete records with respect to funds paid 
over to the pension trustee, and that it is the responsibility of the 
pension committee to keep complete records with respect to retirements 
approved by them, leaves of absence granted by them, early retirements 
authorized by them, etc. Usually, when a pension committee is set up 
by a corporate board of directors at the time of establishing a pension 
plan, the committee's functions are clearly outlined. It is common to 
have a pension committee make the decisions concerning elligibility, 
coverage under the pension plan, etc. The trustee is not generally given 
the responsibility for making such determinations. His obligation is 
usually to receive and Invest the money turned over to him, to hold the 
securities in which the pension funds are invested, to make payments as 
directed by the pension committee.
-3- April 22, 1954
I would assume that the independent auditor of the corpora­
tion would want to satisfy himself that the corporation’s responsi­
bilities under a pension plan had been carried out. This however 
would not, I should think, as a general rule require any audit of 
the trustee’s own accounts provided (1) the trustee is financially 
responsible, (2) the trustee’s reports are in harmony with the accounts 
of the corporation and the committee, and (3) the trustee confirms the 
securities which the records show should be on hand.
Of course, if the pension plan requires the corporation to 
maintain the fund on an actuarially sound basis or contains other 
minimum provisions for the company to meet, the auditor has a respon­
sibility to satisfy himself that such agreements have been carried out. 
In the absence of such agreements, when payments have been made to the 
trustees in accordance with the plan or agreement, it seems to me the 
auditor has no responsibility for checking further because the corpora­
tion has no further liability.
As I said at the beginning, if the trustee is an individual, 
or a group of individuals, or a corporation of only modest means, I 
might suggest an examination of the trustee’s accounts myself. If 
requested to count the securities of a trustee such as the Chase Bank 
I think it could be accomplished satisfactorily if done on a surprise 
basis, provided the trustee maintained separate boxes or vaults for the 
different trusts. Otherwise, a count of securities might have little 
significance though one might rely on identifying them on the basis of 
security numbers regularly furnished to the committee. If they had not 
been furnished to the committee and separate boxes are not maintained 
by the trustee, I find it difficult to see how a count of securities 
in the hands of a corporate trustee who acts as trustee for others can 
have much meaning. There would be no way to prevent substitution in 
the count and certainly the auditor would have no right to demand that 
the trustee submit other trust accounts for his examination.
Sincerely,
Director of Research
CGB:rc
